INTRODUCTION
Over the last few years institutional investors' traditional portfolios have failed to meet their objectives in terms of risk and performance. Investors have thus shown growing interest in new forms of diversification, especially in investment vehicles that offer better protection during extreme market conditions. This has naturally led them to consider hedge funds as part of their investment universe. The massive arrival of institutional investors in an "industry" that up until then had been reserved to some High Net Worth Individuals or Endowments/Foundations resulted in a dramatic capital inflow and entailed a profound diversification of investors' risk profile.
This change in the alternative investment landscape obviously led to an in-depth contemplation of investment practices. With greater importance accorded to risk management, fund managers are compelled to abide by stricter transparency requirements (e.g., development of managed accounts and enhanced focus on hedge fund reporting) and tighter risk measurement and risk control procedures (e.g., development of in-house or external risk control systems, thorough due diligence, etc.).
Among the innovations that have largely contributed to fostering the growth of the alternative industry, funds of hedge funds (hereafter referred to as FoHF) increasingly stand out as the preferred investment vehicle for most institutional investors. According to , 89% of them were expected to invest in the hedge fund industry through a FoHF at the end of 2003, compared to 62% in 2001) . A Hennessee group study (see Hennessee & Casey Quirk Acito (2002) ) evaluated the global asset growth rate in the FoHF market to be 39.9% between 1999 and 2002. As a result, FoHF were estimated to represent 20-25% of global hedge fund industry assets as of December 2002 (see Goldman Sachs (2003) ) and could, according to Financial Research Corporation (2002) , represent up to 1 trillion USD by the end of 2004.
Given the increasing importance of FoHF in the development of the hedge fund industry, in particular with respect to institutional investors, and given that multi-manager structures are often very cost-intensive, with a remuneration by management and performance fees levied in addition to the fees and the premiums of the single managers, questions are rising among investors on whether FoHF add value to an extend that justifies the extralayer of fees induced by their activity. To answer these questions from a European perspective, Edhec Risk and Asset Management Research Center carried out one a survey of the best practices of European hedge fund multimanagers. This survey has focused on examining the following three dimensions that are commonly perceived as the main sources of added value by multi-managers, namely: i) fund selection, ii) asset allocation and portfolio construction; and iii) reporting and investor information. This survey is, to the best of our knowledge, one of the most comprehensive studies on the subject, with the participation of 61 European firms (investors, advisors and multi-managers) representing 136 billion euros under management (see next section4 for more details on the survey).
Our objective in this article is to report the results of this survey, and also to shed some light on the causes of the gap between practitioner and academic perceptions as regards to the approach followed by hedge fund multimanagers.
i More specifically, our goal is two fold. On the one hand, we aim at presenting the best practices of the largest European multi-managers, at least as estimated from a rather representative sample, hence shedding light into what has remained so far a rather secretive industry. On the other hand, we attempt to compare and contrast these findings on what multi-managers actually do with academic recommendations on what multimanagers should do, hence capitalizing on the large body of theoretical and empirical research devoted to the question of the costs and benefits of investing in hedge fund that has blossomed over the past few years.
ii As a result, it is our hope that this paper will be of interest to practitioners in this field, both from the sell-side (hedge fund managers and multi-managers, who will learn about the best practices of the largest amongst their peers) and the buy-side (investors, who will learn how these best practices contrast with academic recommendations) segments.
After a first section devoted to the presentation of the methodology, the remainder of this article is divided into three parts, corresponding to the three areas of a multi-manager's value proposition, namely asset allocation and portfolio construction, fund selection and reporting and investor information.
METHODOLOGY
In the summer of 2002, questionnaires for the Edhec European Alternative Multi-management Practices Survey were sent to the top 500 European asset managers, alternative multi-managers, and institutional investors. The purpose of the study was to get a better understanding of multi-management market within Europe. The study generated responses from 61 European alternative multi-management companies, representing a total volume of € 136 billion of alternative assets under management at 07/31/02.It is important to note that our sample covers a wide variety of actors that are not usually included within surveys on multi-management practices, such as Funds of Hedge Funds (FoHF) managers who are actually marketing FoHF products, advisors to direct investors in hedge funds, and direct investors in hedge funds who have similar preoccupations to FoHF managers (see Exhibit 1 for the distribution of respondents by category).
Exhibit 1: distribution of respondents by category
The breakdown by country in the sample corresponds fairly well to the breakdown of the firms that compose the alternative multi-management landscape, notably as far as the dominance of the U.K. and Switzerland is concerned (see Exhibit 2). We do, however, note that answers from French asset managers are over represented in comparison to their weight among the leading firms. This can be explained by higher return rates to our questionnaires, as it was issued by a French institution.
Exhibit 2: distribution of respondents by country
Exhibit 3 represents the breakdown of our respondents with regard to their average assets under management. We can note that 26 respondents (42%of the sample) manage more than € 1billion, which is not inconsistent with the fact that the 50 largest FoHF manage 90%of global assets. Our sample does not therefore suffer from any size bias. Our results, however, should not be taken without caveats. A survey is indeed always subject to biases as a consequence of the questions that are posed. The content of a survey cannot claim to adhere to objectivity as the goals of the study, and the knowledge of the team who conduct the research, influence the orientation of the survey contents. Non-responses were considered to provide interesting information and were therefore documented when they clearly applied to a question. However, when a respondent did not cover a theme, the non-responses were not accounted for. Due to the number of responses, we are able to interpret the results on a pan-European level. On a country level, however, or when looking for differences between countries, we cannot derive any conclusions that would be representative. If we report the results for individual countries, this is done for illustrative purposes. The main conclusions we draw from the survey results are related to the entire sample rather than particular countries.
Distribution of respondents by category

FUND SELECTION: COSTLY VALUE-ADDED
A significant gap between academic and practitioner approaches to fund selection
Identifying the most promising funds in an investment universe estimated by TASS at around 6,700 funds as of December 2003 is an extremely ambitious task, especially when information on individual funds is scarce. This is, however, what all FoHF have to do in the end. To shed some light on European multi-managers' practices we will put them in perspective with important issues such as the challenges raised by the specific risk profile of hedge funds, the problems posed by the quality of data in the qualitative analysis and the difficulty in quantifying operational risks.
Hedge funds gained dramatically in popularity during the last bear market, drawing many managers from the traditional world in their wake. Alternative investment strategies, however, present some specific features and as a consequence cannot be assessed in the same way as traditional investment vehicles. The problem is that those specific characteristics clearly appear to be largely ignored by European multi-managers, as can be seen from Exhibit 4. While it is widely recognized that hedge funds' returns are not normally distributed (Lo (2001) , Brooks and Kat (2002) , etc.), only 2% of European multi-managers pay attention to the 3 rd and 4 th order moments (i.e., skewness and kurtosis) of the return distribution. Indeed, most of them continue to prefer the traditional mean/variance framework to monitor manager performance, which is confirmed by the high percentage of investors, namely 82%, who consider the Sharpe ratio to be an important indicator. On the other hand, comparing the performance of hedge funds with the risk-free rate is obviously not consistent with the fact that alternative investment strategies are exposed to a wide variety of risk factors (see Amenc et al. (2003) ). In the same vein, only 6% of European multi-managers appear to pay attention to betas and none of them check the consistency of the investment style through style analysis. This is all the more annoying in that performance evaluation and exposure to risk factors are two sides of the same coin.
Note that 58% of European multi-managers declare that they use the Sortino ratio, which shows that the majority of them are concerned by the asymmetry of the return distribution function. Nevertheless, they turn out to be
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Distribution of respondents by size impregnated to a considerable degree by traditional world practices. While 80% of European multi-managers consider the drawdown ratio to be important to very important, only 2% compute Beyond VaR, which would be much more suited to accounting for hedge funds' outliers. In the same vein, only 4% of them compute the Omega ratio, whereas it has been evidenced in the literature that this indicator is more appropriate than the famous Sharpe ratio (see for example Keating (2004) ). This reluctance to implement a new breed of indicators is all the more problematical in that Amenc et al. (2003) recently showed that investors who only take 1 st and 2 nd order moments into account greatly underestimate the extreme risk to which they are exposed.
Exhibit 4: answer to the question "Which quantitative indicators do European multi-managers use when monitoring hedge funds' performance?"
More surprising perhaps is the importance given by 49% of European multi-managers to the information ratio. While most FoHF managers continue to market hedge funds as absolute return strategies, almost half of them pay attention to an indicator that uses the tracking error (i.e. relative risk) to adjust the performance for risk.
Hedge funds tend to be very secretive with respect to their proprietary investment strategy. As a result, investors are often provided with net of fees returns and selected microeconomic data (NAV, lock ups, fees, minimum investment, etc.), and hardly anything else. But without any accurate information on the fund's strategy, it is difficult, if not impossible, to have an in-depth understanding of a fund's potential. Consequently, it is not feasible for investors to base their decision on a purely qualitative decision process, which is confirmed by the fact that none of the European multi-managers that took part in the survey use qualitative analysis only (see Exhibit 5). In the same way, we can note that only 7% of them use qualitative judgement from the very beginning of the fund selection process. Investors are therefore inclined to use quantitative analysis. However, this must be done with caveats. The hedge fund industry is still in its infancy and available data may not be accurate. On the one hand, as pointed out by Liang (2003) , over 40% of the hedge funds contained in TASS and the U.S. Offshore Fund Directory are not effectively audited. This leaves obvious room for managers' return manipulations and questions the quality and accuracy of hedge fund data. As evidenced by Okunev and White (2002) stale or managed prices may lead to a significant underestimation of volatility (up to 100%) and of the correlation with traditional assets. This obviously distorts the performance analysis significantly. On the other hand, Liang (2003) illustrated certain discrepancies as regards funds present in different databases (HFR, TASS, US Offshore Directory, etc.). These two points are worth noting since as many as 67% of European multi-managers use a database to select managers. Note that most of them rely on one of the well-established databases such as HFR (27%) or TASS (32%). This raises another issue. Due to their differences in construction methodologies or in management principles, the different databases are known to be diversely impacted by performance measurement biases. The choice of the database may consequently influence the results of the performance analysis. As a result, 35% of European multimanagers prefer to use proprietary databases (i.e., generally constructed by adding several commercially available databases) to diversify specific risks. As shown in Exhibit 5, quantitative analysis plays a central role during the whole decision-making process for 44% of European multi-managers but only accounts for 37% in their final decision. A more conservative way to use quantitative analysis is to use it solely to screen the investment universe and set up a list of hedge funds that are subject to due diligence. In this case, the use of quantitative indicators does not impact the final decision at all. Given the fact that the quality of hedge fund data is subject to controversy and that there is absolutely no consensus about hedge fund performance persistence (see Géhin (2003)), it seems reasonable to limit the importance of the quantitative analysis with respect to fund selection. Surprisingly, only 15% of European multimanagers use quantitative analysis only for the first screening. This is not consistent with the fact that parsimonious use of quantitative analysis is all the more appropriate in that the quantitative indicators currently used to monitor manager performance are not suitable for assessing hedge funds' performance. The relative cheapness of commercially available databases and the simplicity of traditional risk-adjusted performance measures doubtless explain this phenomenon.
The complexity of ensuring appropriate due diligence
While access to investment capacity and fund selection are usually the selling points for FoHF, the complexity of managing risk may remain an issue for small to medium-sized FoHF. The risk management function encompasses a series of responsibilities prior to and after the investment decision. These cover the whole spectrum of risks, from the financial risks associated with the various investment strategies to the no less important operational risk factors resulting from the highly complex nature of the hedge fund trading activity. It is therefore not surprising to see that 33% of European multi-managers in our sample have decided to partially or entirely sub-contract the due diligence process, which represents the most challenging task for risk managers (see Exhibit 6).
Internally 76%
By partially sub-contracting due diligence 20%
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Exhibit 6: answer to the question "How do European multi-managers select funds?"
If selecting the funds that will perform best is a difficult goal, avoiding allocating assets to future losers cannot be considered a "no-brainer". For some FoHF, performing due diligence on a hedge fund is sometimes still synonymous with performing a background check on the manager and the company and then spending a few hours discussing the investment strategy and the supporting infrastructure with a representative of the fund.
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However, this approach will not provide any sense of the reality of the investment's extreme risks, as the due diligence takes place in the middle of a sales relationship where the hedge fund is selling its capacity rather than openly discussing strengths and weaknesses. Instead, a structured process needs to be implemented that assesses a series of risk indicators, if possible in a systematic, repeatable and numerical approach in order to allow for the inclusion of the results within an allocation model.
Exhibit 7: answer to the question "Do European multi-managers have a specialized risk analysis department?"
European multi-managers highlight detailed, qualitative analysis of fund operations in their selection and monitoring process. However, while this willingness is clear and unanimous, it does not always correspond to the reality of the means and procedures implemented. If we examine the hierarchy of criteria, it is curious to note that the quality of reporting and risk control of the underlying funds is essential in the eyes of the managers, even though they themselves do not always have tools or skills of that type, since one-third of European FoHF in our sample do not have a dedicated team for risk analysis (see Exhibit 7). 
Exhibit 8: answer to the question "Which qualitative criteria do European multi-managers apply to due diligence on hedge funds?"
It should be noted, in the same spirit, that, for want of a capacity to genuinely reassure themselves on the transparency of the funds in which they invest, European multi-managers rely more on the reputation of their counterparty service providers (prime brokers, custodians, auditors, etc.) than on the operational analysis itself, notably for off-balance sheet operations, which is not considered important or indeed not taken into account at all by 27% of European multi-managers in our sample (see Exhibit 8). More generally, we could set out the problem of the economics of the profession of alternative multi-manager. Projecting the costs of a due diligence process cannot be sustained by FoHF with assets under management that amount to less than 200mn USD. As a
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result, small to medium-sized funds that have not developed a sufficient internal risk capability will have to rely on a less formal assessment of risk exposure.
ASSET ALLOCATION AND PORTFOLIO CONSTRUCTION: A NECESSARY CLARIFICATION OF THE MEANS AND PRACTICES
A significant gap between academic and practitioner approaches to portfolio construction
While diversification is the leading motive for investing in hedge funds, its seems that European FoHF do not wholly take into consideration the diversification potential of the different hedge fund strategies in their portfolio construction strategy. Exhibit 9 shows that 42%of the respondents offer funds with specific diversification objectives defined in relation to other asset classes. While, for example, 80%of British alternative multimanagers offer FoHF by strategy, only 40%propose funds that satisfy precise diversification criteria. Multimanagers' lack of attention to the diversification properties of hedge funds is probably linked to the confusion that exists between the fund selection tasks, which constitute the original value-added of the FoHF, and those relating to allocation or diversification by style.
Exhibit 9: answer to the question "Do you offer FoHF with specific behaviour or diversification objectives in relation to other asset classes?
While a significant majority of European FoHF (75%) have a team dedicated to portfolio construction and/or return forecasts for hedge fund styles, one cannot help but observe that numerous European multi-managers continue to confuse portfolio allocation with the choice of the best managers (22%). Only 13% combine a quantitative approach with a qualitative portfolio construction approach, even though it is the only method that allows scenarios on extreme market conditions to be taken into account while at the same time disciplining and formalizing the manager 's intuitions.
65%of European multi-managers do not use a quantitative approach in the area of strategic portfolio allocation, despite the benefits of such approaches being highlighted by academic research. Only 47%of the professionals questioned take the correlation between funds into account to organize the diversification of their portfolio (see Exhibit 10). More worryingly perhaps, in spite of the crises in 1998, only 13%of European multi-managers have integrated an extreme risk measure and scenarios on extreme market conditions into their portfolio construction process.
Do you offer FoHF with specific behaviour or diversification objectives in relation to other asset classes?
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Exhibit 10: answer to the question "How do European multi-managers construct their portfolios for multistrategy or multi-style funds?"
Once the strategic allocation has been decided on there is still one practical issue to address before picking the best funds: how many funds should be included in the portfolio? As evidenced by Amin and Kat (2003) or by Davies et al. (2004) , increasing the number of funds may have adverse effects. First, since the different alternative investment strategies are diversely exposed to risk factors (market, volatility, liquidity, credit risk, etc.), the inclusion of numerous funds following different strategies tends to diversify away specific risks but at the same time it partly dilutes their specific betas. In other words, including too many funds or strategies in a FoHF tends to enhance the exposure to market risk since most alternative investment strategies share this source of risk. As a result, correlation with traditional asset classes increases. This diversification overkill effect is also accompanied by alpha dilution, as well as additional costs. More funds effectively imply more due diligence (in order to maintain the fund picking ability) and require an improved risk monitoring system (in order to maintain the optimal risk allocation). Amin and Kat (2003) provide evidence that when the number of funds increases, the skewness of the portfolio tends to decrease while its kurtosis increases. The probability of extreme events is thus increased (the magnitude of this phenomenon depends on the strategy). On the other hand, when the number of funds is too small, investors are overexposed to the volatility of single funds. That is why funds with high operational risks or other flaws in their organization or investment process must imperatively be eliminated to mitigate this risk. Due diligence plays a central role at this stage.
As a result, an optimal trade-off must be found between too many funds (i.e., diversification overkill effects) and too few funds (i.e., overexposure to the specific risks of a single fund). Amin and Kat (2002) argue that the optimal number of funds lies between 1 and 15. In the same vein, Learned and Lhabitant (2002) find that most of the diversification effect is obtained with a basket of 5 to 10 funds, depending on the strategy iii . Only some rare studies, such as Alexander and Dimitriu (2004) , find that most of the diversification benefits are obtained with around 30 funds in portfolio. In this respect it is interesting to note that only 18% of respondents effectively hold FoHFs that include fewer than 15 funds (see Exhibit 11). On the other hand, 27% of the respondents still invest with more than 25 funds. 
A significant gap between investors' demands and European multi-managers' offers
While the low level of knowledge transfer observed between the academic and professional worlds with regard to allocation techniques is surprising, it is even more striking to see the extent to which European multimanagers fail to respond to investors' demands and so to tap huge business potential.
Investors have different strategic allocations. As a result, even if they all share the same goal when investing in hedge funds, namely diversification, they all have specific needs and must thus be provided with customized solutions. But multi-managers continue to market simple diversified/low volatility FoHF. While diversified FoHF offer greater diversification when evaluated on a standalone basis, one must not forget that FoHF are bound to be included in investors' global allocation.
Despite the obvious business potential, only 64% of European multi-managers chose to market pure strategy FoHF and only 42% offer FoHF with specific diversification objectives in relation to other asset classes (see Exhibit 12). This is all the more confusing in that European multi-managers already dispose of the necessary "elementary constituents" to construct such investment vehicles (strategy FoHF or investable hedge fund style indices), so it does not require more expertise than that required to manage a typical FoHF. 
REPORTING: PROGRESS TO BE MADE A significant gap between the needs of investors and the content of European FoHF reporting
As mentioned in the previous sections, the performance characteristics of hedge funds present some original features. Returns are not normally distributed, they tend to be biased and exposures to factors are multiple, nonlinear and dynamic. As a result, information addressed to investors must take all those specific features into account to provide investors with a "true and fair" view of the fund's behavior. As evidenced in the literature iv , this is a challenging task.
Given the limited liquidity of alternative investment vehicles, investors must pay particular attention to the screening of funds. It is all the more important to avoid the worst performers in that capital redemption is restricted by lock-up periods and advance notice constraints. Losses would thus rapidly be compounded. Nonetheless, once invested with a promising fund, investors still have to concentrate on monitoring manager performance and controlling risk. One has to bear in mind that investing in hedge funds cannot be regarded as a simple buy-and-hold strategy. Hedge funds are generally poorly regulated, which leaves much room for potential drift. Since hedge funds also set redemption constraints it is crucial to identify them as soon as possible.
Is the fund still doing well? The first objective of hedge fund performance reporting is precisely to inform investors about the fund performance. In this respect the Sharpe ratio is reported by 69% of European multimanagers in our sample (see Exhibit 13) and it is well ahead of the VaR (20%) or the Sortino ratio (22%) among the indicators that are favored in the performance reporting of European FoHF. Again, one should be cautious when using this indicator. As evidenced in Lo (2002) stale prices alone may lead to an overestimation of the Sharpe ratio of up to 65%. This suggests that investors are generally provided with inaccurate performance indicators.
Interestingly, 84% of European multi-managers surveyed seem to consider that volatility is of major concern to their clients. This tends to imply that investors are looking for diversified baskets of hedge funds. This, in turn, suggests that alternative investment strategies are still considered as a separate class. This, however, is not the case anymore. As mentioned earlier, the arrival of institutional investors has brought about a paradigm shift. Alternative investment strategies are viewed as a means of diversification and must in consequence be part of the whole investment management process. Rather than the volatility of FoHF, investors need to assess the effect of the FoHF on the diversification of their global portfolio. Unfortunately European multi-managers do not include factor analysis in their reporting to emphasize their FoHF's diversification properties.
Exhibit 13: answer to the question "Which indicators and information do European multi-managers use for reporting to their clients?"
Knowing the performance of a fund is one thing. Understanding it is another. The second objective of the reporting is to help investors improve their understanding of the fund. As mentioned earlier, investing with a fund not only amounts to buying a manager's ability to generate alpha, it also involves buying betas, i.e., exposure to a variety of risk factors. Is the manager doing well because he is very good at implementing the strategy he claims to follow, or because he drifted from his original strategy to take advantage of new opportunities? Conversely, is the manager performing badly because his strategy is suffering from bad momentum or because he is trying to implement strategies that he is not good at? When FoHFs are used as diversification vehicles it is obviously important to be able to answer these questions, but this is not always the case. While 62% of European multi-managers include a comparison of their performance with a benchmark to indicate how well they performed against their peers, only 47% of them disclose a style analysis to show that they stuck to their strategy. Such information must obviously be released as frequently as possible. A monthly periodicity seems technically and commercially acceptable for FoHF. This opinion is shared by 87% of European multi-managers in our sample (see Exhibit 14).
Exhibit 14: answer to the question "How frequently is reporting carried out?"
Finally, while studies on the failures of hedge funds have shown that certification of their performance significantly reduced the failure rate (for example Liang (2003) shows that the proportion of unaudited funds is significantly higher among "defunct" funds than operating funds), it should be noted that only 13% of the respondents have implemented certification by an independent third party (see Exhibit 15).
Source: Edhec (2003) 
CONCLUSION
The dramatic growth of the FoHF market over the last few years has had some consequences for the characteristics of the market. The first is the increasing heterogeneity between FoHF. Ineichen (2002) pointed out the wide dispersion of FoHF returns, primarily on the downside, with a widening gap between talented and less talented FoHF managers. On the other hand, the increasing importance of institutional investors in the FoHF market sharply modifies the investment process of European multi-managers. The pressures they exercise on European FoHF push them to modify their investment process by developing solid infrastructure, sophisticated analytical abilities and due diligence techniques. In the same spirit, FoHF are compelled to produce reporting on a regularly basis, and to clearly present their investment process and the means used for the process, to respect the transparency requirements of institutional investors. As a consequence, this industrialization process tends to dramatically reduce the aforementioned spurious and natural limitations.
What is clear from this study is that the current institutionalization of hedge funds, and the move from absolute performance to diversification benefits, cannot simply be understood as a change in scale and client objectives, but merely as a profound modification of investor's requirements, impacting several dimensions of the industry:
• The need for the industry to adapt tools and methods usually developed to serve the needs of long-only investors to support the specific risks hedge funds are exposed to.
• The impact on the economics of the entire value model with the confirmation of funds of hedge funds as a main provider of liquidity to investors.
• The likely specialization of actors focusing on clearly designated areas of added-value such as fund selection or asset allocation.
• The need to take into consideration the constraints and minimum requirements for risk management infrastructure and superior due-diligence processes that are required to satisfy institutional investors' desires.
These challenges are hitting the alternative multi-management industry as never before and will probably result in a radically different landscape over the coming years.
